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ABSTRACT
LBO’S & STRATEGIC M&A: FINANCIAL ANALYSIS OF YAHOO!, INC. IN 2008
(Under the direction of Bonnie Van Ness)
As a Finance major at the University of Mississippi, I have had the opportunity to learn
about a variety of different aspects of corporate finance. This ultimately led to me pursuing a
career in the field of investment banking. I came into my senior year not knowing what to expect
out of my senior thesis project, but I did know that I wanted to further develop my financial
modeling and analysis skillset through the project. This eventually led to meeting with Professor
Ganguly, who is an ex-investment banker himself, in which he proposed that I perform an
analysis of Microsoft’s potential acquisition of Yahoo in 2008, as well as examine the potential
for a leveraged buyout of Yahoo in the same year. To properly analyze the potential synergistic
relationships and accretion or dilution of shareholder value in a strategic acquisition of Yahoo by
Microsoft, I needed to design and develop an extensive merger model in excel. This financial
model allowed me to accurately forecast the effects of the acquisition on Microsoft’s
shareholders. Through the use of accretion dilution analysis and merger integration I was able to
reach the conclusion that an acquisition of Yahoo by Microsoft in 2008 would have been
accretive to Microsoft shareholders and therefore would have been a good decision. To
adequately examine the potential of a leveraged buyout of Yahoo in 2008, I created a Leveraged
Buyout Model using historical leverage data and LIBOR spreads to determine that a financial
sponsor could achieve a desirable Internal Rate of Return on the leveraged buyout.
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Introduction
Throughout the course of this writing, I will analyze the financial rationale surrounding
the potential acquisition of Yahoo by strategic buyer Microsoft and private equity firm Kohlberg
Kravis Roberts. To clarify, a strategic buyer is typically referred to as any non-financial sponsor
company that acquires another company, usually in a similar industry, for the purpose of trying
to create value through synergistic relationships. Synergies can either come in the form of Cost
Synergies or Revenue Synergies. An easy way to think about synergies is that through synergies
“1+1=3”. On the other hand of course you have financial buyers, also known as financial
sponsors, or just sponsors, which are the private equity firms such as KKR. Private Equity firms
look to maximize their returns through the use of leverage, but typically they are not able to
realize synergies from their acquisitions unless they are able to merge the acquisition with
another one of their portfolio companies. Due to the fact that private equity firms usually cannot
realize synergistic relationships, their bids on companies are often lower than those of strategic
buyers. In this write up I will examine Microsoft’s 2008 bid for Yahoo! Inc of $45 billion, and I
will examine the proposition of a Private Equity firm such as KKR performing a leveraged
buyout of Yahoo! Inc.
For the purposes of this exercise, I will develop what is known as a Merger Model to
analyze how a merger of Microsoft and Yahoo in 2008 would have affected the shareholders of
the company and the overall value of the potential acquisition. I will also be performing what is
known as a Leveraged Buyout Model to analyze what a leveraged buyout of Yahoo by a private
equity firm such as KKR might have looked like. What merger models are mainly used for in
1

practice is to determine whether or not a potential acquisition of a target company will be
accretive or dilutive to the acquirer’s shareholders, as well as attempting to develop a financial
forecast of the potential synergy benefits. Merger models are a very complex and detailed type of
financial model and to perform one properly one must have access to a very detailed set of
financial data that usually comes from the company’s management team. I, however, will be
executing such a model using the 10K reports from 2005, 2006, and 2007, as well as other
accredited sources that I find useful.
Typically speaking, the M&A process can be divided into a number of key steps.
Usually, companies will begin the process by developing their own specialized acquisition
strategy theorized by the company’s corporate development and strategy team. This strategy will
often be broken down into various Key Performance Indicators, or KPI’s, that will hopefully
allow them to create the most synergistic relationships possible for their company. Once they
have identified their key criteria, they will begin their initial search for the companies that meet
those criteria. They may use tools like Pitchbook data, Bloomberg, or CapIQ to find these
companies, but more than likely they will engage investment bankers and other professionals to
help in the process. The next step is to begin having early discussions with companies that meet
the set of criteria. Through these discussions the company will be able to gain more information
that will allow them to better assess the target company. If the initial conversations go well they
might be asked to sign a confidentiality agreement, in which case they would receive what is
commonly referred to as a CIM, or Confidential Information Memorandum, also known as a
CIP, or Confidential Information Presentation. These are typically 20-30 page PowerPoint decks
2

put together by investment banking analysts and associates that outline the investment
opportunity of the target company in extensive detail. Inside of this CIM there is a plethora of
very important financial information and data about the company’s operations that is typically
not available to the public. With this level of data and insight into the company, they are then
able to begin building a financial model to value the company and evaluate the impact of the
potential transaction. The creation of this complex model to evaluate the company helps the
management team in the later stages of negotiations.
There are many steps required in building a merger model in excel. I will begin by
creating standalone acquirer and target models that will forecast each company’s financial
statements. These models require that I map the financial statements, so that they can be easily
integrated, and then build three financial statements for both the acquirer and the target. I will
then proceed to build a discounted cash flow analysis, or “DCF” for both companies as well.
Once those are in place, I will then move on to thinking through the various deal assumptions,
which I will use to drive the forecast for the transaction. There are a variety of things to consider
in this step: purchase price, takeover premium, form of consideration, sources and uses of cash,
financing, purchase price allocation, etc. Once I have these various assumptions in place and the
stand alone target and acquirer models prepared, I can then create the closing balance sheet. I can
then use the pro forma consolidated balance sheet to drive the pro forma model, where both
businesses will be combined, plus any synergies or adjustments that need to be integrated into
the model. Once I have created the fully integrated pro forma model, I will then be able to
perform accretion and dilution analysis, which is where I determine if the transaction has
3

increased or decreased the Earnings Per Share, and whether or not the new combined entity is
better off than the acquiring entity was before the merger. I will also perform several sensitivity
analyses, where I look at the potential impact in the intrinsic value per share of the combined
company, relative to the acquirer prior to the transaction.
The first step in the process is to gather the relevant financial data for each of the
companies. To do this I will find the annual 10K reports for each company and then look through
them for the financial statements. Now having gathered this information, the next step is to begin
mapping the financial statements, as the line items on the different company’s financial
statements do not match exactly. Certain line items in the financial statements will need to be
consolidated to account for this. One thing I always pay close attention to when mapping
financial statements is whether certain line items are being added or subtracted, for example one
company could say Revenue minus a positive COGS equals Gross Profit, and another company
could say Revenue plus a negative COGS equals Gross Profit. So, I want to make sure that I am
being consistent with that. After completing the mapping of the financial statements for the
companies, the next step is to begin building a three-statement financial model for each
company, these stand alone models will serve as the basis for all of the future models.

4

Chapter 1: The Stand Alone Models
The first step in building a three statement model is the model setup. I need to
create a layout that mimics the three financial statements with all of the line items, along with a
separate tab labeled assumptions and drivers. Then I lay out the historical financial data from the
company’s financial statements that will be used to build the projections in the model. In this
scenario, the prospect of the acquisition was raised in early 2008, so I have decided to make my
projections based off of the historical financial statements for 2005, 2006, and 2007. Whenever
I am building a financial model in Excel, I always make sure that it is as dynamic as possible.
For example, Accounts Receivable + Inventory + Deferred Income Taxes + Other = Total
Current Assets, but I will instead put =SUM(B56:B59), so that if I ever have to go back and
change a number it will automatically sum to the total, and I can also use function CTRL + R to
quickly auto sum the columns to the left by copying that formula over.
When it comes to the assumptions and drivers tab, I assume a base line of 365 days in
each year’s period. Then I lay out my assumptions that are related to the income statement that
are going to drive revenue, expenses, and the various other line items. Underneath that, I will lay
out the assumptions that are related to the balance sheet. This will include working capital, long
term assets and liabilities, and the capital structure. Naturally, I do not have any set of
assumptions specifically for the cash flow statements since I will simply be deriving the cash
flow statement from the income statement and balance sheet. I will be basing my projections off
of the historical average growth rates for the majority of line items on the financial statements;
however, oftentimes I will have to make an assumption on some of the line items that are not
5

influenced directly by the company's operations, such as Goodwill. So, I will assume that
Goodwill will be flat throughout the projection period.

1.2: Discounted Cash Flow Analysis
After I have created the three statement model, I will move into creating my Discounted
Cash Flow Analysis in Excel, abbreviated as “DCF” from here on out. A DCF analysis is a form
of intrinsic valuation where the future cash flows of the company being valued are forecasted
and then discounted back to Net Present Value based on a discount rate. The discount rate can
either be the Weighted Average Cost of Capital or the Cost of Equity depending on how the DCF
has been set up. In a basic two stage DCF model, part one will be the forecast period, it is
typically forecasted out five to ten years, because anything under five years isn’t considered very
useful and a projection period longer than 10 years is just too difficult to accurately estimate.
Part two would be the calculation of the terminal value of the company. There are two
approaches to calculating the terminal value of a company. One is known as the Gordon Growth
Method, where the free cash flow is assumed to grow at some very low percent, typically 2-5%.
You almost never set perpetual growth rates above 5% in practice because most developed
economies are not growing more than 5% a year. Another approach to terminal value is the exit
multiple approach, which is where the company is assumed to be sold at a multiple that is near,
or close to current valuations that are observed in the market. Now, I will discuss what is known
as Free Cash Flow to the Firm or, Unlevered Free Cash Flow. Free Cash Flow to the Firm, or
Unlevered Free Cash Flow, is essentially all of the cash flow in the business that is attributable to
6

both debt and equity investors. The most common starting point for the FCFF calculation is
EBIT, the reason for this is that EBIT is the lowest point on the income statement before interest
is deducted. Next, then EBIT will be multiplied by (1 - Tax Rate) to calculate what the taxes
would be if the company had no interest expense because it had no debt. Next, I will adjust for
non-cash expenses, such as depreciation and amortization, stock based compensation, or
unrealized gains and losses. After that, I will adjust for changes in working capital, NWC. If
NWC increases, that means a company’s cash balance has actually decreased. If a company’s
working capital decreases, the cash balance is increased. Finally, since I have added back the
non-cash expense of depreciation and amortization, the flip side of that is that I have to deduct
capital expenditures, CAPEX. CAPEX is the actual cash that’s been invested in property, plant,
and equipment, PP&E, which later becomes depreciation and amortization. Finally, what I am
left with is the Unlevered Free Cash Flow, or FCFF. For the terminal value, I may use free cash
flow to the firm, and grow it at the perpetual growth rate, or I can use the exit multiple method.
When conducting a discounted cash flow analysis, what I am doing is performing what is
known as an intrinsic valuation. The intrinsic value of an asset or a business is the value that it
inherently has. A DCF analysis determines the Net Present Value “NPV”, the value of a future
stream of cash flows discounted to the present. In excel I can easily utilize the =NPV() function
to calculate a NPV. NPV is calculated at one period before the first cash flow value occurs, and it
is referred to as Time Zero, or (T=0). The excel formula for the NPV function is
=NPV(rate,value1,value2,....,valueN), where rate is equal to the discount rate, WACC or Cost of
Equity, valueN is equal to the cash flows from the Nth period, and n is equal to the number of
7

periods. While the NPV function is a great method for calculating the present value of a stream
of cash flows it is not entirely accurate when it comes to dealing with cash flows that occur over
the course of a period, such as with cash flows that occur during the course of an entire year for
example. The NPV function assumes that cash flows occur at the end of the given period, so
when using the NPV function with cash flows occurring over a period of time, the net present
value is being discounted too much. So, mid period discounting is used to account for this
inaccuracy by assuming that cash flows occur at the midpoint of a given period. Another method
that can be used is the =XNPV() function, when cash flows occur at irregular intervals. The
XNPV function is able to utilize specific dates that correspond to each cash flow being
discounted. The excel formula for XNPV is as follows, =XNPV(rate,values,dates), where first
the discount rate to be applied is selected, then cash flows, and then the specific dates that
correspond to the cash flows. Another important method of intrinsic valuation is the Internal
Rate of Return method, or “IRR”. An IRR is simply the discount rate at which the net present
value of an investment is equal to zero. Therefore it is the minimum expected compound annual
rate of return that will be earned on an investment that is taken on. When the IRR has been
calculated, it is normally compared to a company’s discount rate. The IRR method stipulates that
if the IRR is greater than or equal to the cost of capital, then the project should be profitable. The
IRR assumes that all positive cash flows of a project are reinvested at the same rate as the project
instead of at the company’s cost of capital. It is for this reason that the IRR method may not
accurately represent the true profitability of a given project. Somewhat similar to the relationship
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between NPV and the XNPV functions, there is also a XIRR function that can be used in excel
for greater accuracy. The XIRR function can accommodate non-periodic cash flows.
The first thing to do when developing a discounted cash flow model is to estimate the
assumptions that are going to drive the model. Then I must create an entry point for the
forecasted period. This entry point represents when the investment or transaction is made. Then
to create the first year of the forecast period I use the =year() function in excel to extract the year
from the assumptions tab of my DCF analysis. The entry point in this case is February 1, 2008.
Then I can take that number and link it into the next cell and add one to add a year. Then I can
use CTRL +R drag across this formula to the end of my forecast period, and at the end of the
forecast period I have the “Exit”. An exit can be an actual sale of an investment or company, or it
can be just the terminal value that’s implied for the company for valuation purposes. Below this
section I create rows for the dates, time periods, and year fraction, which is the fraction of a year
that the time period is.. I will start with time period zero for the first year of the forecast, and
then I just use “=1+” that cell and drag the formula across to the end of the projection period
excluding the “Exit” period. At this point, it is time to start filling in the “Dates” section. The
“Entry” date is the day that the investment or transaction is made. I build a formula to take into
account the company’s fiscal year end and drive the forecast forward. At this point, I need a date,
so I utilize the “=date()” function, and within that I tell excel the year, month, and day that I
would like to turn into the date. I can start by making the year function that extracts the year
from the starting point “=date(year()”. So, it will then produce the year from the starting date and
of course it then should be anchored using “$s”, and then on add to it from the row below the
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incremental numbers of years that are building up “=date(year(__)+”, then excel needs to be told
what month to use, so I add the month function to the formula “=date(year(__)+__,month(__)”
to extract the month from the company’s fiscal year end. Then I tell excel the day of the fiscal
year end, so the final formula looks something similar to
“=date(year(__)+__,month(__),day(__))”, and I copy that formula across to the end of the
projection period.
Now I will discuss Terminal Value calculations. The first approach is to assume that the
company is sold at an exit multiple in the final year of the projection. So, to calculate this value I
will take the applicable line item from the final year of the projection period and multiply it by
the exit multiple assumption. This assumption is based on the historic trading multiples of
comparable companies. Another approach to calculating terminal value, is the Perpetual Growth
Rate method, also known as the Gordon Growth Method. To calculate the value of growth into
perpetuity, I take the FCF from the last period of the projection, multiply it by (1+Growth Rate),
and then divide it by the discount rate minus the growth rate. Once I have calculated Terminal
Value and Unlevered FCF, I begin to make calculations for the Intrinsic Value per share. To do
that, I begin by calculating the Enterprise Value of the company, then add to it the company’s
cash balance, and deduct the company's debt balance, to arrive at the equity Equity Value. At this
point, I take the assumption for shares outstanding and divide Equity Value by it to get the
Intrinsic Value per Share. Now that the NPV of the business, or the Equity Value per Share, has
been calculated, the next step is to make the IRR calculation. First, I will calculate the Market
Value. I start with the Market Capitalization of the business, and I work in the opposite direction
10

that I did in the Equity Value section. The market capitalization is simply equal to the share price
assumption multiplied by the outstanding share count assumption. Then, I link in and add debt
and link and subtract cash from the equity value section and arrive at the Enterprise Value.
Subsequently, I plug that in for the purchase price assumption in the IRR calculation, since I am
going off of Unlevered Free Cash Flow to the Firm, I have to assume that I am analyzing the
purchase of the entire company. Next, I will calculate the Rate of Return, I link in the per share
price assumption and the Intrinsic Value per Share, then divide the intrinsic by the assumption
and subtract one to get the percentage upside or downside. Lastly, I use the XIRR function and
select the IRR FCF values starting with the negative Purchase price and then assign the
appropriate dates. (Appendix: A-2 & A-3)

1.3: WACC & Beta Calculations
In this section, I will discuss Weighted Average Cost of Capital, or WACC for short. I
break this down into its independent components, the thing to do is separate the WACC into the
Cost of Equity and the Cost of Debt. These components are then weighted based on how much of
the company's capital structure is taken up by each. Starting with cost of equity, I begin by taking
the risk free rate, also known as the RFR. The risk free rate is most commonly calculated as the
yield on a 10-year government bond. The reason that it is treated as risk free is because if the
government were in a position to default, it could technically print the money, and then not
default, so it is therefore considered to be “risk free”. Next, I add to that the Beta of the company
multiplied by the Equity Risk Premium. In the case of Microsoft I have calculated the Beta by
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taking the historical percentage weekly change in the market index, and the corresponding
weekly change in Microsoft’s share price. Then, I used the =Slope() formula to arrive at
Microsoft's Beta. To add some clarification to Beta, a Beta of 1.0 is considered to be the
volatility of the market. So, if a company has a Beta of 0.5 it is considered to be half as volatile
as the market, and if a company has a Beta of 2.0 it is considered to be twice as volatile at the
market. So, for example - if I have a Beta of 2.0 and a Equity Risk Premium of 6.7% then I
would get 13.4% and then add that to the Risk Free Rate and arrive at the Cost of Equity. Now I
will discuss the Cost of Debt. Cost of Debt is a bit simpler to calculate. I simply take the Average
Yield on the Debt of the company and then multiply it by (1 - Tax Rate), because there is the tax
deductibility of interest, but there is no tax deductibility of anything in the Equity portion. In the
case that the company does not have an observable yield on debt, I can look at a company that
has a similar credit profile and is similar to the company I am observing and assess their Cost of
Debt. At this point, I will multiply the company’s Cost of Equity by percentage of the company's
capital structure that is equity, and I will multiply the company’s Cost of Debt by percentage of
the company's capital structure that is debt to arrive at the Weighted Average Cost of Capital.
In the project model, I have used a risk free rate of 4.52%, as was the 30-year US treasury
yield in February 2008. The reason that I used the 30-year US treasury yield is because I have
performed these valuations on the basis of going concern, assuming that the company will stay in
business indefinitely. Because of this assumption, it is appropriate to choose the risk free rate
that most closely matches the duration of the cash flows. Therefore, I chose the 30-year risk free
rate because it is the closest approximation of the risk free rate for valuing an company using
12

going concern. Furthermore, I used an Equity Risk Premium of 6.3%, which through my
research I found was the most commonly used Equity Risk Premium used by professors in 2008
in the USA.
1.4: Valuation Multiples
Now I will discuss valuation multiples, how to arrive at these multiples, and how to apply
them when performing financial analysis. When it comes to relative valuation, the value of the
company you are trying to assess is derived from the pricing of comparable companies. When
discussing valuation multiples, it is important to first understand the way that allocation of cash
flow works. Initially, 100% of the cash flow generated is available to all types of investors in that
company. To illustrate, I have inserted a picture of an imaginary company’s Income Statement.
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As illustrated above, first operating expenses are paid out to employees, vendors, etc. Typically,
employees are going to be the first ones to receive a portion of the cash flow generated. Next,
depreciation is deducted from the company’s EBITDA, depreciation is considered to be a noncash expense, so therefore, there is no cash outflow. After that, interest is paid out, that goes to
the company’s debt investors. After that, taxes will be deducted and paid out to the government
at the corresponding corporate tax rate. Finally, Net Income goes to the shareholders of the
company. It is important to understand the way these cash flows are allocated because in
valuation I must always be consistent with my metrics. For instance, if I am observing an
EV/Revenue, EV/EBITDA, or EV/EBIT multiple then it is always an enterprise value ratio. The
reason for this is because interest has not yet been paid out to the company’s debt holders. So,
14

this metric includes both debt and equity investors, and therefore encompasses the entire
enterprise value. On the other hand, if the denominator being used comes after the interest
expense, then it is an Equity Value ratio, because Debt investors are assumed to have already
been paid off with the interest payments, and therefore the cash flow is only available to the
equity investors. To use these metrics in financial modeling, I must conduct Comparable
Company Analyses.
Comparable Company Analysis is a form of relative valuation, also known as the market
approach. The first step in conducting comparable company analysis is to select a comparable
company universe. There are many criteria for selecting a good comparable company, the main
criteria are that the comparable company is in the same industry or a very similar industry, it
should also be of a relatively similar size, and it should ideally operate in the same geographic
location. For Microsoft, I have chosen Apple, Google, IBM, and Oracle to be the comparable
companies for my financial model. (Appendix: A-1) When creating the comparable companies
analysis, I took each of these company’s share price and share outstanding to calculate their
individual market capitalization’s. Then, I added each of their Net Debt to their market
capitalization to arrive at their individual Enterprise Value. Then I calculated EV/Revenue,
EV/EBITDA, and P/E for each company. Next, I took the median and average of each of the
comparable company’s ratios. I opted to use the median in my analysis instead, because when
conducting a financial analysis it is proper technique to use the median of a set of numbers to
account for any possible outliers that may be in the set. Also, in this particular case, I decided to
use median EV/EBITDA multiple for my financial analyses. I, like many other analysts, prefer to
15

use EV/EBITDA multiples because it allows for greater comparability between companies who
may have different accounting policies for things such as fixed assets and depreciation and
amortization.
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Chapter 2: The Merger Model
Now that I have completed the more basic analyses, I am ready to begin working
on the merger model for the potential acquisition of Yahoo by Microsoft. Merger models are
extremely useful in looking at the value and effects of a potential merger or acquisition. To
clarify, the difference between a merger and an acquisition is largely semantic, as there is always
a buyer and a seller in an M&A deal. The difference between the two is that in a merger typically
the two companies are closer to the same size, whereas in an acquisition the acquirer is typically
much larger than the target company. A merger model can allow M&A analysts to look at a
variety of things such as accretion/dilution, valuing synergies, it allows analysts to look at a
transaction and see if it is accretive or dilutive to the shareholders of the acquirer. In any merger
model one of most vital components is the pro forma model, which is the post transaction
financial model of the combined entities. A transaction balance sheet must be derived and
synergies have to be integrated into the pro forma model. Conceptually, if I value Yahoo as a
stand alone company in terms of its enterprise value in my financial model, I add to it the value
of the synergies and I subtract from it the transaction costs, then, I have arrived at the Total Net
Value of the target company. Then, if it can offer consideration that is less than the total value of
the target company, the difference between consideration paid and the total net value is the value
that's created for Microsoft through the merger.

I will now give a brief overview of the steps that I follow to create the Microsoft/Yahoo
Merger Model. First, I have set up the initial layout as being a cover page, deal assumptions and
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analysis page, a pro forma model page, and then the Microsoft three statement and discounted
cash flow model, followed by the Yahoo three statement and discounted cash flow model. I will
use the assumptions and drivers that I have already created for the Microsoft and Yahoo financial
statements to create stub periods for each for use in the merger model. Once I have done that, I
will move onto creating my deal assumptions and analysis tab, here I will be calculating the
purchase price, sources and uses of cash, etc. and then creating the pro forma consolidated
balance sheet. On the closing balance sheet, I will be combining the balance sheets of Microsoft
and Yahoo, completing the necessary adjustments, to arrive at the completed pro forma
consolidated balance sheet. Then I link those closing numbers from the deal assumption and
analysis tab over to the pro forma model. From here, I can forecast the combined income
statement, balance sheet, cash flow statement, etc. Once I have forecasted these combined
financial statements and conducted a pro forma DCF analysis, I can return to my deal
assumptions and analysis tab and begin my Accretion/Dilution analysis.

2.2: Stub Period Set Up
To build my merger model, first I needed to modify the Microsoft and Yahoo
models to include stub periods. A stub period is the difference between when the transaction
occurs from the last historical period and the first forecast period. Setting up stub periods is very
easy, I just link the date line item back to my assumptions tab for transaction closing date, and
then I calculate the days in the period as the difference between that date and the last historical
period. What I need for my financial forecast; however, is to know exactly what fraction this
18

period represents. For calculate this fraction I use the =Round() function in excel and take the
days in period from the stub year and divide it by 365 and round it off. Now I must calculate the
remaining stub period that is going to go into my forecast period. So to do that, I refer to the
most recently available full year minus the stub period, then to calculate the end of period date I
used the =eomonth() function of excel, taking the last stub period date, and offsetting it by the
fraction of a year multiplied by the number of months in a year.. Lastly, I can take the difference
between the two dates and get the days in period for the second stub period.
At this point, I am ready to begin forecasting my financial statements for the stub periods. I will
be using the same set of assumptions that I used to forecast the 2008 financial statements, to
forecast the stub period. For example, on the income statement, to forecast Microsoft Revenue
for 2/1/2008, I take the previously forecasted Revenue for 2008 and then multiply it by the
fraction of a year that my stub period is in. I can then anchor the fraction of a year using the F4
command in excel and paste down the income statement for each line item, excluding the
subtotals which I fill manually. I do this for the first and the second stub period for the income
statement using their respective year fractions. After that, I move on to the balance sheet, and for
the second stub period the date is actually the same, and since a balance sheet is essentially a
snapshot of a company's resources at a point in time, I can actually just link up the second stub
periods balance sheet line items to 2008 forecasted balance sheet directly. As for the first stub
period, I just use the same formula I did to forecast the other line items because they are based on
assumptions, plugs from elsewhere in the model (I.e., Cash), and the amount of days in the
period, so the line items will adjust automatically. An exception to this however would be the
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common stock and additional paid in capital line item, the reference point needs to be the 2007
line item and then add in the calculated stock based compensation from the stub period on the
cash flow statement. From this point, I can easily extrapolate my cash flow statement for both
stub periods, as well as complete my supporting schedules. One thing to pay particularly close
attention to and understand is that when I am calculating my changes in working capital, for the
first stub period I must subtract the working capital from 2007, and for the second stub period I
must subtract the working capital from the first stub period. Also, when calculating the closing
cash balance on the cash flow statement, when entering the opening cash balance for the first
stub period I have to enter the closing balance from 2007, and for the second stub period’s
opening cash balance, I have to enter the closing cash balance from the first stub period

2.3: Transaction Assumptions
The model that I have created is very dynamically linked. What I mean by that is,
if I were to change my 2008 Revenue for Yahoo, it would affect the entire model, all the way to
the pro forma 2012 Net Income. Part of creating a dynamic model is building a very detailed,
and quite elaborate, transaction assumptions and analysis tab which allows me to manipulate my
model and sensitize it to different scenarios. In my Deal Assumption and Analysis tab I have
created various sections: Transaction Inputs, Purchase Price, Scenarios (includes five different
scenarios to sensitize for different levels of synergies, financing, and takeover premium and cash
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consideration), Sources and Uses of Cash, Goodwill and Purchase Price Allocation, Closing
Balance Sheet, Accretion Dilution Analysis, and a summary and sensitivity analysis.

In the transaction inputs section, I listed the necessary basic information such as names of
the companies, their share prices, the transaction date, and reporting units. Next, I needed to
make assumptions about the restructuring charges, equity issuance fees, debt issuance fees, and
other closing costs. Restructuring is generally always necessary in a merger or acquisition,
especially one of this magnitude, companies will often hire top consulting firms such a
Mckinsey, Bain, or BCG to make sure that they are getting the most value out of the deal by
being able to properly integrate the two companies. A study done by EY in reviewing more than
70 M&A deals valued at over $1 billion showed that synergies are the most direct link to merger
integration costs. In fact, they found that the companies that either met or exceeded their synergy
goals spent an average of 8% more on restructuring costs, and when you are talking about
hundreds of millions of dollars, 8% is a lot. EY went on to state, in their findings, that of those
deals restructuring costs typically ranged from 1-7% with deals in the range of $5-10 billion
ranging from 1-5% and deals in the range of $1-5 billion typically having integration costs of 27% of deal value. So, considering that I have valued Yahoo at a Base Case purchase price of
$63,906,000 ($63.9 billion), and following the trend of larger deals charging a lower %, I have
decided to go with restructuring costs on the lowest tier of percentage of deal value at 1%. I have
also estimated the cost of equity and debt issuance at 1% respectively.
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After that I was able to use the data validation tool in excel to create a toggle that allows
me to select either yes or no for whether or not I want to replace the target or acquirer’s debt, or
both, or neither. Since the typical thing to do in a merger is for the acquirer to pay off the debt of
the seller, essentially adding to the purchase price, I have set the default to be to replace Yahoo’s
debt and not Microsoft’s. After that I needed a section where I listed Microsoft and Yahoo’s
shares outstanding, along with a shares issued section which is extrapolated by taking the cash
consideration from the Uses of Cash section and dividing it by the Share Issuance Price.
After finishing my transaction inputs section, I move on to creating my Scenarios
sensitivity analysis and assumptions. I have created 5 different scenarios, each scenario has its
own set of synergy, financing, and takeover premium and cash consideration assumptions. I
again use my data validation tool in Excel to help me easily toggle between scenarios, and I use
the =offset() function in Excel to allow me to link the assumptions to their proper scenario
number.
In 2008 Steven A. Ballmer sent a very strong and compelling message to Yahoo’s board
of directors in which he specified how he would like to enter into a merger with Yahoo, and he
was willing to pay a 62% premium above the previous closing price of the stock. He went on to
speak in detail about how the two companies could realize a great deal of synergistic
relationships: scale economies, expanded R&D capacity, operational efficiencies, and emerging
user experiences. Through the acquisition of Yahoo, Microsoft would reap the benefits of greater
economics of scale, a cost synergy relationship that would allow them to decrease their cost per
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unit on sales. The way this works is that because they have a larger output of goods, they are able
to spread their fixed costs per unit of sales over a greater quantity of goods sold, therefore
reducing the company’s overall cost per unit. Likewise, the expansion of the company’s research
and development capacity, because the technology sector is an industry driven by proprietary
knowledge and new innovation, would allow Microsoft create innovative new technology at a
more rapid pace, thereby allowing it to gain a competitive advantage and drive company growth
far into the future. Microsoft also released a statement saying that it believed these factors would
create at least $1 billion in annual synergies for the combined entity. That is why I chose $1
billion to be my base case scenario for synergies, and I then sensitized for small percentage
upticks and downticks in each scenario.
Next, I set up my debt tranches dividing them in Senior Debt A, Senior Debt B, and
subordinate debt. A company like Microsoft could easily finance just about any transaction with
all cash or all cash and stock, but it can also benefit from purchasing companies using a mix of
cash and debt, or cash, stock, and debt. A common misconception is that any time a company
purchases something using debt it is because they do not have enough cash on hand to not use
debt, but that is completely incorrect. In the world of corporate finance, it is most common for
companies to use a mix of equity and debt to finance a transaction. The reason is that there are
great benefits to both, but the right mix depends heavily on the company itself. For instance, a
young company going through a rapid growth phase may not be producing much free cash flow,
but they may still be a very promising company that is making a lot of money and growing
quickly and looking to expand. This company would most likely raise equity to fund an
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acquisition or a new project, because if they were to raise debt there would be interest on that
debt, and if they do not yet have a strong free cash flow stream to continuously pay down the
debt, they might end up in a tough situation. On the other hand, you may have a very mature
company that is extremely stable and has very predictable cash flows who might want to use debt
to finance a transaction, because they are confident that they will easily be able to pay down that
debt and benefit from it. Another reason a mature company might want to raise debt vs equity is
because debt provides what is known as a “tax shield”, this means that the interest on a
company’s debt is tax deductible. Another possible reason that a company might issue debt
instead of equity is, because unlike raising equity, raising debt does not dilute ownership in the
company. It is for these reasons that I have incorporated sensitivity analysis into my merger
model. However, I would wager that, even though they could easily use debt, Microsoft would
be financing this transaction using either equity or a mix of equity and debt. The reason for this
is because Microsoft, even though they can easily afford to have debt on their balance sheet, does
not have any material long term debt on their balance sheet.
I have set the interest rates on these debt instruments based off a 10 year historical
median of federal funds rate from 1997 to 2007. The median is 4.76% which I have applied to
the Senior Debt A, then I adjusted for a risk increase on Senior Debt B to 5.50%, and finally I
placed subordinated debt at an interest rate of 9%. Typically, subordinated debt has interest of
between 10-15%; however, taking into account Microsoft’s considerable size, stable and
growing cash flow generation, as well as its very strong base of assets, I decided to place the
interest at 9%.
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In the final part of my scenario analysis, I have my takeover premium assumptions, as
well as my cash consideration assumptions. As I have stated previously, Microsoft had stated
prior to the potential acquisition that it was willing to pay a 62% takeover premium, so I decided
to make that my base case assumption for this analysis and build my takeover premium
sensitivity schedule based off that assumption. As for cash consideration, as I have stated before
Microsoft has no long term debt on their balance, but they do have a very healthy cash balance.
So, while they do not have to use cash to finance this transaction, they more than likely would
use a strong percentage cash. However, Microsoft also has a very strong stock price which
allows them to have strong buying power in the form of a stock transaction. So, I made my base
assumption that cash consideration would be around 40%.
After that I moved on to creating the purchase price section of my merger model. The
first thing I do is incorporate the target share price, then I link up the takeover premium from the
live model section and multiply the two to get my initial Offer Price per share. After that, I link
in the acquirer share price and divide it by the target’s share price to get the share exchange ratio.
Then I link in the target shares outstanding and multiply that by the offer price to get the
Purchase Price, then I can add the target's debt and subtract the target's cash to get to enterprise
value.
At this point, the model is prepared for me to create the Sources and Uses of Cash
section, this section tells how the transaction is going to be financed and what exactly that money
is being used for. I start by creating the Uses of Cash section by calculating the Cash
Consideration by multiplying the purchase price from the purchase price section by the cash
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consideration assumption from the live scenario. Then stock consideration can easily be
calculated by taking purchase price and subtracting the cash consideration from it. After that, I
create a line item in the section for Target Debt replacement and use the formula
=IF(D20="yes",D43,0) to be able to use the toggle that I referred to earlier to decide “Yes” or
“No” on if I want to replace the Target’s debt or not. I then did the same thing for the acquirer
debt, again using the formula to be able to toggle between “Yes' and “No” to replace the
acquirer's debt. The last set of things that I must add in this section are the Debt and Equity
issuance fees, and the restructuring charges. For the debt I use the =sum() function to sum up and
link in the live scenario’s debt and then multiply by the % debt issuance fees. For equity issuance
fees, I take the stock consideration and multiply it by the % equity issuance fee, and then lastly
just link in the restructuring charges and Alt+ to sum up the section and arrive at the Total Uses
of Cash number. So, now I need to create the Sources of Cash section, so I start by listing the
sources of funding that I have incorporated into the model: cash, stock, and debt. First, I
calculate the stock that has been issued by simply pulling over the stock consideration number
that I calculated in the Uses of Cash section. Next, I calculate the amount of debt that has been
issued by =sum() the live scenario section of debt tranches. Finally, I extrapolate the amount of
cash used by taking the Total Uses number and subtracting from it the sum of the Stock issued
and Debt issued numbers that I just calculated. Then I can add all three of them together to give
me my Total Sources number.
At this point, I return over to the transaction inputs section to go ahead and fill out the
remainder of the inputs. First, I take the acquirer share price and I discount it by the share
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issuance discount to get the actual share issuance price. Then, I can calculate the amount of
shares issued by taking the stock consideration that I previously calculated in the Uses of Cash
Section of the model and dividing it by the share issuance price to get the total amount of share
issued. Next, I take the acquirers shares outstanding and add to that the number of shares that
will be issued in the transaction to calculate the Pro Forma Shares Outstanding.
2.4: Goodwill and Purchase Price Allocation
In the Goodwill and Purchase Price allocation section of the model, the goal is to
properly allocate the total purchase price in the merger or acquisition by adjusting the book value
of the target’s assets to the fair market value, while taking into account the write-off of the target
company’s goodwill in the acquisition. For the purposes of this financial analysis, I have not
made any fair market value adjustments to Yahoo’s existing Net Book Value of Assets.
Typically, the only way to make fair value adjustments is to have extensive input and
information directly from the company’s management and accounting team that is non-public.
On the Purchase Price Allocation part of this section, I begin my calculations by linking
in the Purchase Price that I have already calculated in the previous section. Next, I subtract the
Net Book Value of Yahoo’s Assets on its balance sheet during the stub period from the Purchase
Price to arrive at the Excess Purchase Price. I have calculated the Net Book Value of Yahoo’s
Assets by taking its Total Assets and subtracting Total Liabilities. This concept is often used by
financial professionals to help establish the floor, or minimum, value that a company is worth.
Next, I subtract Yahoo’s current Goodwill from the excess purchase price number, because as an
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accounting principal goodwill is written off in an acquisition. Since I did not make any Fair
Value Adjustments, I have now arrived at the final Goodwill number. Goodwill is defined as the
premium paid to the fair market value of a company in an acquisition. So, the amount of money
that an acquirer pays beyond the value of the target company’s identifiable assets shows up on
the balance sheet as Goodwill.
2.5: Closing Balance Sheet
The extrapolation of the closing balance sheet in a merger model is a vital step. The
closing balance sheet is the pro forma balance sheet that combines both the acquirer and target
company’s balance sheet, while making numerous adjustments for things such as allocation of
the transaction, debt and equity financing, financing fees, and the refinancing of the target
company’s debt in the transaction. The end product is the consolidated balance sheet for the stub
period ending on the transaction date. This consolidated balance sheet will then be used to drive
the Pro Forma Model for the transaction analysis, so it is essential that this step be taken
carefully in the analysis.
The first step in building the consolidated balance sheet is creating the layout. I first listed
all of the company’s line items and then made two sections side by side by the acquirer and
target’s individual data for the balance sheet line items. This balance sheet data is being pulled
from the two company’s individual models, and specifically from the stub period balance sheet.
Then I add two more vertical sections to the right of the target company’s data. The first being
for any Fair Value adjustments to the target company’s line items, and the second for the post
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adjustment target company balance sheet. I did not make any fair value adjustments for the target
company, due to lack of information, as those adjustments could only be made by an analyst
working closely with the target company’s management team. The next step is to create sections
for the transaction, debt and equity financing, financing fees, and the refinancing of the target
company’s debt in the transaction. In this other adjustments section, I will logically begin with
the purchase itself. As Microsoft is making the acquisition of Yahoo, one of the first things that
happens is that the cash consideration is allocated to the cash on the balance sheet. So, I link in
the cash consideration number from the uses of cash section, and this is considered a cash
outflow in this model, so I flip the sign making the number negative in the adjustments. After
that I need to make the adjustment for the goodwill that has been created in the transaction, so I
link in the goodwill number from the purchase price allocation section to the goodwill line item.
The other thing that I do in this section is clear out the equity capital and the retained earnings, as
these will no longer exist when the acquisition is made. The next step is to complete the debt and
equity financing adjustment section. So, I link up the amount of debt issued to the cash line item,
as that is considered a cash inflow. Then I must also link in the debt issuance number to the
liabilities section, and I make the assumption that it is all going as long term debt. Then I must
add the equity consideration, or stock consideration, as the transaction uses a combination of
both debt and equity to finance acquisition. So, I link the stock consideration number from the
uses of cash section to the common stock line item on the balance sheet. Next, I complete the
fees adjustment section, as this is a cash outflow, I sum the debt and equity issuance costs and
the restructuring charges that I calculated earlier on and flip the sign so that it represents a cash
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outflow on the balance sheet. These fees will be expensed by the company, and as such reduce
the retained earnings balance. The last set of adjustments to make are the adjustments for the
refinancing of debt in the acquisition. As I have created a toggle to shift from refinancing either
the target or acquirer’s debt or refinancing both or refinancing neither, what I do in this section is
sum the target’s debt and acquirer’s debt line items from the uses of cash section of the model
and flip the sign to represent a cash outflow on the balance sheet. I also adjust the long term debt
on the balance sheet by the same amount to reflect the refinancing.
At this point, the adjustments are ready to be totaled and added to the consolidated
balance sheet. So, I make two new sections to the right of the adjustments section, and in the first
I sum up all the adjustments for each individual line item on the balance sheet, along with the
fair value adjusted target company line items. Then, the next section is the final consolidated
balance sheet. Since I have dynamically created my model, I can simply add together Microsoft's
balance sheet data in this section and the total adjustments made to arrive at the pro forma
consolidated balance sheet for Microsoft’s proposed acquisition of Yahoo on 2/1/2008. Now,
looking at the pro forma consolidated balance sheet post-transaction and comparing it to
Microsoft’s balance sheet before the transaction, I can see that Microsoft’s balance sheet has
expanded greatly through this acquisition.
2.6: Pro Forma Financial Model
The Pro Forma Financial Model is the post-transaction financial model of the combined
entities. It is the fully integrated financial models of both the acquirer and the target company
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including the adjustments that are made for the acquisition. The first step in creating the Pro
Forma Model is to complete a merger integration of the income statements adjusting for the
estimation of synergies created in the transaction. So, to integrate the income statements for the
pro forma model, I begin in the first projection year being 2008, linking in the line items from
the income statements beginning with revenue for each company multiplied by the fraction of a
year in the period, then adding to that combined revenue the revenue synergy assumption from
the deal assumptions and analysis tab. I do not add in synergies for 2008, as the synergies do not
begin to kick in until the one year mark. When adding in the synergies to the merger integration
it is important to select the synergy assumptions from the live case section, so whenever the case
is changed, the model will change automatically in correlation. This integration process is then
repeated for every line item on the income statement with the exception of interest expense and
the provision of income taxes.
Income Statement:
At this stage, I can begin building out my fully combined income statement. The first step
is to begin linking the line items in from the merger integration section of the pro forma model.
Then, I continue filling out the combined income statement with the exception of interest
expense which I will link into the income statement later on from the Total Interest Expense line
item on the interest schedule. I will also need to calculate the provision for income taxes line
item by taking the income before taxes line item and multiplying by my tax rate assumption in
the assumptions section of the pro forma model.
Balance Sheet:
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Next, I can begin linking up the balance sheet. As a first step, I link in the closing
transaction balance sheet from the deal assumptions and analysis tab that I have previously
calculated, into the pro forma model’s balance sheet. As for the projection period, it is forecasted
using the same method as I have previously used in the stand alone Microsoft and Yahoo
financial models. Cash is linked to the closing cash balance on the cash flow statement, short
term investments are straight lined. To calculate accounts receivable, I take my receivable days
assumption multiplied by the revenue and divide that by the number of days in the period. To
calculate inventory, I take my inventory assumption and multiply it by cost of revenue then
divide by the number of days in the period, and deferred income taxes are calculated as the
provision for income taxes multiplied by the deferred income taxes assumption. Next, I have my
accounting plug in the model that regulates and balances my forecasted balance sheet for the
“other” line item. Then, I link in my PP&E line data from the supporting PP&E schedule. Next, I
estimate the equity and other investments to grow at an annualized 4% rate, and I regulate that by
multiplying by the fraction of a year in the period. At this point, I have simply opted to straight
line forecast the remainder of the assets: Goodwill, Intangibles, Deferred Income Taxes, and
Other Long Term Assets.
Moving on to the Liabilities and Shareholder’s Equity portion of the Balance Sheet, I
begin by calculating the Accounts Payable by taking the cost of revenue multiplied by the
assumption for Payable days and dividing that by the number of days in the period. Then I
calculate the income taxes payable by taking the Provision for Income Taxes line item from the
income statement and multiplying the income taxes payable assumption. Then, I calculate the
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Short-term unearned revenue by taking the revenue from the income statement and multiplying it
by the short-term unearned revenue assumption. After that, I straight line forecast securities
lending payable, and I calculate other current liabilities as the product of revenue and the other
current liabilities assumption. At this point, I begin the calculations for the non-current assets by
calculating long-term unearned revenue as the product of revenue and the long-term unearned
revenue assumption. As for long-term debt, this calculation is different than it is in the stand
alone models, for the long-term debt on the balance sheet I just link the cell to the respective
closing balance on the debt schedule on the pro forma model. Then, I have chosen to straight line
forecast the other long term liabilities line item. Now, I calculate the common stock and
additional paid in capital line item by simply taking the previous periods balance and adding in
the stock based compensation for the period being calculated. Finally, I link in the retained
earnings from the retained earnings supporting schedule and add up the sub totals and make sure
the balance sheet balances.
Supporting Schedules:
Before finishing the cash flow statement, I move on to working on the supporting
schedules for the financial statements. First up is the working capital schedule, here all I need to
do is link in the Total Current Assets and Total Current Liabilities and subtract the current
liabilities total from the current assets to get working capital for each period. Then, I can
calculate the change in working capital as the current period's working capital minus the
previous period's working capital. Working Capital is important because it gives financial
analysts and management teams a measurement of liquidity, being able to cover a company’s
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short term liabilities using its short term assets. Next, I can calculate the Retained Earnings
balance for each period by taking the previous period’s retained earnings balance and adding net
income and subtracting dividends paid. After that I move on to calculating the End of Period Net
PP&E, as well as estimating capex and depreciation expense. This part is a bit tricky due to lack
of concrete information, but I begin by estimating the End of Period Net PP&E by taking the
revenue for the period and dividing it by capital asset turnover ratio assumption. Then I link in
the previous period’s ending PP&E as the beginning of period PP&E for the period. Then I
calculate depreciation expense by taking the depreciation assumption as a percentage of revenue
and flipping the sign because I am subtracting it in this case to get to the end of period PP&E
balance. Lastly, I calculate CAPEX by taking the End of Period PP&E, adding back depreciation
to it, then subtracting the beginning PP&E balance.
Moving on to the creation of the debt schedule, I begin with Senior Debt A for the
beginning stub period, linking this to the Senior Debt A assumption of the live case scenario on
the deal assumptions and analysis tab. Then, the opening balance for the second period will of
course be the closing balance from the first period, and that will carry on for the following
periods. Then, I calculate the repayment amount by taking the original amount of debt multiplied
by the percentage of amortization per respective year, and the closing amount is of course the
opening amount minus the repayment. I then repeat this process for both the Senior Debt B as
well as the Subordinated Debt. Completing these calculations for all of the forecast periods, it is
easy to see how I have set the model up, as the Senior Debt A gets paid off first, then Senior
Debt B gets paid off, and subordinated debt gets paid off last. This makes sense logically as
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Senior Debt A has the highest priority and subordinated debt has the lowest priority. Next, I need
to make the forecasting calculations for the Target’s and the Acquirer’s Debt. Beginning with the
Target company’s closing debt in the stub period, I sum up all of the target company’s debt, both
long and short term, from the deal assumptions and analysis tab, and I subtract from that the
amount of Target Debt that is being replaced from the Uses of Cash Section. Then the opening
balance for the second period is of course the closing balance from the previous period. To
calculate the repayment amount I create an =IF() statement stipulating that IF the opening
balance of the period is greater than zero, that means that it has not been replaced, and if it has
not been replaced then the model can go to the target’s debt schedule, and it should link in what
the actual repayments are supposed to be. Otherwise, the IF statement will give a value of zero
because the debt has been replaced. I then repeat the exact same process for the acquirer’s debt.
At this point, I can make the supporting schedule for the calculation of total debt per
period. For the first period, I simply take the sum of closing balances of the first period of Senior
Debt A, Senior Debt B, Subordinated Debt, Target Debt, and Acquirer’s Debt. Then the opening
balance for the second period is the closing balance of the first period, and to calculate the
repayments I just take the total of all of the repayments for Senior Debt A, Senior Debt B,
Subordinated Debt, Target Debt, and Acquirer’s Debt for that particular period. To get the
closing balance I of course take the opening balance and subtract the total repayments.
Finally, I can complete the last supporting schedule for the pro forma model, the
interest schedule. Here I begin by linking in the assumptions for the interest rates on the various
forms of debt from the live case scenario on the deal assumptions and analysis tab. Here, I also
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make the assumption for the interest rates on the acquirer and target’s debt. As neither Microsoft
nor Yahoo actually had any material long term debt, and there is limited information on their
particular interest rates on debt at the time of the proposed transaction, I have opted to use my
calculation of 4.76%, which is the median monthly federal funds rate from 1/01/1997 through
12/01/2007, as an estimation of the interest rate for the two companies. Next, I simply calculate
the interest expense on each form of debt and for each period by taking the opening balance of
the respective form of debt for the respective period and multiplying by the interest rate on that
form of debt in that respective period multiplied by the fraction of a year that period is. I repeat
this process for the target and acquirer debt, and then sum all of the interest expense for each
respective period to get the total for each period. Because I have created this model dynamically,
these totals will then automatically populate the cells for the interest expense line item on the
income statement that I have already created.
Cash Flow Statement:
It is time to create the pro forma cash flow statement. I of course begin by laying out the
line items on the pro forma cash flow statement which are the same as the stand alone cash flow
statements. To begin, I link in the ending cash balance for the stub period from the pro forma
balance sheet. Then I go start on the next period with Net Income in Cash Flow from Operations
which I simply link in from the income statement. Then, I must adjust for non-cash expenses and
working capital changes, I link in the depreciation expense that was calculated on the PP&E
schedule and flip the sign since I am adding it back. Next, I add back stock based compensation
which I have estimated using my stock based compensation assumption multiplied by the sum of
36

the business activity expenses sales and marketing, general and administrative, and research and
development. I have estimated the sum of the other non-cash items to remain constant. Then, I
subtracted the increase Accounts Receivable and the increase in other current and long term
assets, as well as added the decrease in liabilities.
Moving on to cash flow from financing, I calculated the common stock issued by taking
the current periods common stock and additional paid in capital number from the balance sheet
minus the previous periods. As for the common stock repurchased line item, I took the average
over the three previous periods balances and then multiplied that by the fraction of a year that the
respective period is, and for cash dividends I just took the dividends paid from the income
statement section of the model and flipped the number to represent a cash outflow.
For the cash flow from investing section of the cash flow statement, I begin with
Additions to P&E, which I can link in from the CAPEX number calculated in the PP&E
supporting schedule, and I will flip the number. For Purchases of Investments and Proceeds from
Sales and Maturities of marketable debt instruments, I have estimated these numbers by taking
the previous balance and growing it by the average of the previous growth rates of the line item.
Finally, I can begin my calculations to arrive at the ending cash balance for each
forecasted period. I do this by taking the net change in cash and equivalents over the time period,
calculated by summing up cash flow from operations, investing activities, and financing
activities, and adding to that the estimated effect of exchange rates on cash and equivalents, as
well as the beginning cash balance of the period. The beginning cash balance of the period is
simply the previous period’s ending cash balance.
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Pro Forma Discounted Cash Flow Analysis
I have set up the pro forma DCF analysis with the same typical layout as the stand alone
analyses. First, I create an assumptions section, then under that I begin by listing the dates,
beginning with the transaction date itself. Then I use the =date() function as I have previously
described to get to the end of the forecast period and assumed exit. For the assumptions, I have
used the acquirer’s tax rate, and I have used a pro forma WACC based on the pro forma capital
structure of the new combined entity. It makes sense to use a pro forma WACC, instead of the
target or acquirer’s pre-merger WACC, because you are valuing the combined entity based on
it’s future free cash flow generation and the riskiness of those cash flows. Since the new entity
has a different capital structure than the separate entities and therefore has a different debt and
equity weighting, the discount rate for it’s cash flows is not the same as either of the pre-merger
entities. I have again used the estimated 3.8% perpetual growth rate as previously described, as
well as the 27.1x median EV/EBITDA multiple as previously described.
I begin my analysis by calculating the pro forma unlevered free cash flow per period by
taking EBIT minus Cash Taxes and adding back depreciation and amortization and then
subtracting CAPEX and the change in working capital. Next, I estimated the pro forma terminal
value by taking the 27.1x EV/EBITFA multiple and multiplying it by the terminal year’s
EBITDA to get terminal value, and then I also use the Gordon Growth Method by taking the
terminal year free cash flow and multiplying it by one plus the growth rate divided by the
discount rate minus the growth rate to arrive at terminal value. I use an average of these two
terminal value calculations as my terminal value.
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Next, I calculate the Equity value per share by taking enterprise value, calculated using
the =XNPV() function as previously stated, adding back cash and subtracting debt to get to
Equity Value, and then dividing by the number of pro forma shares outstanding assumption.
Next, I do a bit of a sanity check by backing into the Enterprise Value by taking the pro forma
share outstanding multiplied by the offer price per share, adding back debt, and subtracting cash.
Finally, I calculate the IRR of the transaction by using the =XIRR() function, as previously
described. (Appendix: A-4)
2.7: Accretion/Dilution Analysis
Accretion and Dilution Analysis is a critical part of any merger or acquisition because it
helps predict the impact to the shareholders of the acquiring company. Accretion means that
Earnings Per Share after the merger or acquisition are greater than they were before the merger
or acquisition. Dilution means that the Earnings Per Share after the merger or acquisition are less
than they were before the merger or acquisition. When it comes to accretion and dilution in a
deal, it is typically easier to achieve accretion in an all cash deal than an all stock deal. The
reason is that in an all stock deal there are a lot of new shares being issued, therefore the shares
outstanding are being diluted. However, there are complications with an all cash deal as well,
because in an all cash deal, even though it may look better from an accretion dilution
perspective, but the reason for this is because the pay down of the debt is now flowing through
the income statement. Because of this, a financial analyst must use holistic analysis to make sure
that a deal does not just look good due to the form of consideration.
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So, to perform this analysis I begin in the first full year of my projection period, 2009,
and I list the acquirer’s net income, the target’s net income, and then the pro forma net income
through the end of the projection period. I then list the target, acquirer, and pro forma shares
outstanding and straight line this through the end of the period for simplicity. Now I can
calculate the target, acquirer, and pro forma Earnings Per Share for each respective period by
simply taking the net income from the period and dividing it by the number of shares
outstanding. Finally, to calculate accretion or dilution for each period I take the pro forma EPS
and divide it by the acquirers EPS and subtract one to get the percentage accretion or dilution for
each period. It is easy to see from this analysis that the transaction would be accretive to
Microsoft’s shareholders. In the first year there is dilution of 1%, but as time passes the
synergistic relationships start to actualize and the deal becomes 12% accretive by the end of the
projection period.
Next, I examine the accretion/dilution of the cash flow per share. Cash flow per share is
commonly used as an alternative to looking at a company’s earnings per share. I use the exact
same method as I did for the EPS accretion/dilution above, but instead of listing the net
income’s, I list the cash flow from operations. So, by looking at this analysis it is again easy to
see that this deal is very accretive to Microsoft’s shareholders. (Appendix: A-5)
2.8: Sensitivity Analysis
Now that I have completed the merger model for Microsoft’s proposed acquisition of
Yahoo, I need to conduct what is known as Sensitivity Analysis. Sensitivity Analysis is an
extremely important part of this financial analysis for the same reason as why I built in five
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different scenarios to the model, all of this is an estimation of what might have happened, not
what would have happened. Even when an investment banking analyst who is working side by
side with tenured professionals at F500 companies who have various degrees from top
institutions, has all the possible information - public and private - a financial forecast is still just
that, a forecast - an estimation. There are a billion different possible scenarios that could take
place in a merger of this magnitude, or a merger of any magnitude for that matter, but especially
one of this size, because there are so many different moving pieces and uncertainties to account
for! So, that is why I perform sensitivity analyses to help better understand and assess some of
these uncertainties that might have a major impact on the outcome and performance of the deal.
In the first section of this sensitivity analysis, I estimate the impact of the share price on
the acquirer as a result of the merger. To do this I take the intrinsic value per share from the
calculations made on the Microsoft stand alone model DCF analysis and the intrinsic value per
share from the pro forma model DCF analysis. I then subtract the acquirers share price from the
DCF model from the pro forma share price from the pro forma DCF model. Then I can take the
difference that has been calculated and divide it by the acquirers share price of its standalone
DCF model to get the percentage change in share price.
Now I will examine the change in enterprise value of Microsoft pre vs. post transaction.
The first thing I do here is link in the equity value, cash, and debt from the Microsoft stand alone
DCF model, then subtract cash and add back debt to get to enterprise value for Microsoft pretransaction. After that, I link in the pro forma equity value, cash, and debt from the pro forma
DCF model, and I do the same thing to get to the pro forma enterprise value. Then I take the pro
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forma enterprise value and divide it by the pre-transaction enterprise value and subtract one to
get the percentage change in enterprise value from the transaction.
The last step in this merger model analysis is to create sensitivity analysis tables to test
the sensitivity of key metrics in the model. On the first table I test the sensitivity of takeover
premium and revenue enhancement changes in correlation to the implied share price change in
the model. First, I list horizontally the range of takeover premiums that I want to test, and then I
list vertically the range of revenue enhancement I want to test. Then in the top left corner I put
the output that I want to sensitize in this table. Next, I select the entire table and go to the data
ribbon and select What-If-Analysis, then I select the data table option. It then requests that I enter
a row input and column input, so I enter the live case scenario takeover premium from the
assumptions for the row input, and I enter the live case scenario revenue enhancement for the
column input.
For the second table I will model EPS accretion/dilution sensitivity to takeover premium
and target share price. So, I again enter my range of Takeover Premiums and Target share prices
that I want to test, link in the 2010 EPS accretion/dilution from the accretion/dilution analysis,
select the whole table, and select data table. For the row input I must select the takeover
premium again, and for the column input I select target’s share price from the transaction inputs.
(Appendix: A-6)
2.9: Merger Model Conclusions
In In conclusion, when it comes to the determination of whether or not a merger or
acquisition should take place, there are a variety of factors to consider. A merger cannot simply
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take place and be successful just because the financials appear to integrate beneficially. First of
all, it is important to consider the basic strategic reasoning behind the integration of the two
companies and how they can benefit one another.
Yahoo was founded in 1994 by Jerry Yang and David Filo, it began as a world wide web
directory. Within a few years it had grown significantly and had even IPO’d by April of 1996.
Over the next few years Yahoo would experience unprecedented growth, as its stock price grew
by over 500%, and by the late 1990’s Yahoo became a global media powerhouse with the most
popular search engine in the world. However, there would soon be a new player in the space who
was bringing new technology to the table that would search engine users to find far more
relevant information than Yahoo could provide. This company was none other than Google.
Google had begun as a project for a Stanford student named Larry Page after receiving an
investment of $100,000 in venture capital in 1998, Google had begun to grow at an alarming
rate. By the end of the decade Google had been transformed into one of the most successful
search engines in the world. Google went on to raise another $25 million in VC from Sequoia
Capital in 1999, and by the year 2000 Google’s search engine had become so powerful in its
ability to return accurate and relevant results that Yahoo actually began using Google as its
default search provider. By the end of 2007 Google’s revenue had grown to a staggering $16.59
billion dollars with a two year compound annual growth rate of over 70% and was showing no
signs of slowing down. Google was able to amass approximately a 62% market share in the
search engine space by January 2008. Meanwhile, Yahoo’s share of the market was
approximately 21% and declining.
43

The other part of the table is obviously Microsoft, the multi billion dollar technology
corporation that was founded in 1975 by legendary technology pioneers Bill Gates and Paul
Allen. By the year of this analysis Microsoft was bringing in over $50 billion in annual revenue
and was still growing. Microsoft, who had originally begun as an innovator of computer
operating systems, had diversified to have a variety of revenue streams from various divisions:
client division, server and tools division, business division, entertainment and devices division,
as well as various other revenue streams. Microsoft also controlled a sizable portion of the search
engine market controlling approximately 10% of total market share as of January 2008.
Furthermore, Microsoft and Yahoo had had prior discussions around the possibility of a merger
leading up to the February 2008 bid, but Yahoo had not been willing to go through with the
merger, as they believed they would continue their prior success. However, according to Steve
Ballmer Yahoo had not been able to gain any sort of competitive advantage to improve their
position in recent years. As I have previously stated Ballmer believed that there were significant
synergies that could be created from a merger of Yahoo and Microsoft, and that they would be
able to compete with Google who was steadily increasing its dominance in the space. Ballmer
outlined these synergies into four distinct categories:

“Scale economics: This combination enables synergies related to scale economics of the
advertising platform where today there is only one competitor at scale. This includes synergies
across both search and non-search related advertising that will strengthen the value proposition
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to both advertisers and publishers. Additionally, the combination allows us to consolidate capital
spending.
Expanded R&D capacity: The combined talent of our engineering resources can be
focused on R&D priorities such as a single search index and single advertising platform.
Together we can unleash new levels of innovation, delivering enhanced user experiences,
breakthroughs in search, and new advertising platform capabilities. Many of these breakthroughs
are a function of an engineering scale that today neither of our companies has on its own.
Operational efficiencies: Eliminating redundant infrastructure and duplicative operating
costs will improve the financial performance of the combined entity.
Emerging user experiences: Our combined ability to focus engineering resources that
drive innovation in emerging scenarios such as video, mobile services, online commerce, social
media, and social platforms is greatly enhanced.”
This letter from Steve Ballmer, CEO of Microsoft, proposed that Microsoft acquire
Yahoo at a 62% premium to the company’s closing share price on January 31st, 2008.
My merger model analysis, which analyzed the financial benefits of the synergies created
from a merger of Yahoo and Microsoft, showed that this merger would have created an 8.6%
increase in Microsoft’s equity value per share, and would have increased its enterprise value by
28% in the base case scenario. Ultimately, Yahoo declined Microsoft’s offer. At this time
Yahoo’s market share had been declining for several years, and they were slowly losing investor
confidence. This is most well represented by the example of Carl Icahn, one of the most
successful investors of the last 50 years, who attempted to gain control over Yahoo's board of
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directors so that he could force Yahoo to accept the offer of a merger with Microsoft. Another
thing that must be considered in the context of a merger is how the personalities and the goals of
the two companies would ultimately fit together as one entity. To me it is clear that there were
big personalities on both sides of the table during these negotiations, and that both company’s
did believe in their ability to create value for shareholders long term.
Ultimately, Microsoft raised their bid again - slightly, but Yahoo still declined the
offer saying that Microsoft was significantly undervalueing the company. In the years that
followed Yahoo would continue to lose it’s share of the market and it’s revenue and share price
would begin a years long decline. Yahoo was ultimately acquired by Verizon in 2016 for mere
$4 billion dollars. This represents a 90% decrease in purchase price from what Microsoft had
offered to pay for the company just eight years earlier. Yahoo was acquired again on September
1st, 2021 by the private equity firm Apollo Global Management for $5 billion, with Verizon
retaining a 10% stake in the company. In conclusion, it is my belief that Yahoo and Microsoft
would have benefited greatly from this merger. The synergies that would have been created
through this merger would have allowed the combined entity to rival Google and the balance
sheet capacity to fund even further expansion. Through my merger model analysis, I was able to
determine that this deal would have driven an 14% increase in earnings per share for Microsoft
by 2011, as well as a 9% increase in Microsoft’s intrinsic value per share. The combined entity
would also have an enterprise value of $705 billion, which is a 28% increase for Microsoft.
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Chapter 3: The Leveraged Buyout Model
3.1: Introduction to Private Equity
In this section of the writing, I will examine the potential for a Leveraged Buyout
of Yahoo, Inc. in early 2008. I will also discuss the intricate process of building and developing a
leveraged buyout model to analyze the different financial elements of how a leveraged buyout of
Yahoo would have looked. This model will allow me to determine whether or not Yahoo was a
good candidate for a leveraged buyout at that time.
A leveraged buyout is the acquisition of a company, usually by a private equity firm, for
the express purpose of later selling that business at a profit. As a general rule of thumb, private
equity firms are generally not willing to pay as much as a strategic buyer when they acquire a
company, because private equity firms are financial/investment entities, which generally
speaking does not allow them to realize synergistic relationships the way that a strategic buyer
would be able to. Generally, the only way that a private equity firm is able to realize synergies is
if they are able to combine the company, they are acquiring with another one of their portfolio
companies. Due to the fact that they cannot typically realize synergies in a transaction, there is
usually a lot more emphasis placed on the financial engineering surrounding the deal than the
operational aspects. The reason it is called a Leveraged buyout is because these private equity
firms raise large amounts of debt to finance these acquisitions. Usually, a private equity firm will
look for a company that is in a growing industry and that has strong and stable cash flows as a
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good candidate for an LBO. The reason for this is because private equity firms need stable and
consistent cash flows from the company to use to pay interest on the debt and pay off debt used
to finance the acquisition. By paying off the debt they have used to finance the acquisition, they
are therefore able to increase their equity in the company. The simplest way to think about the
process of a leveraged buyout is to think about how someone takes out a mortgage on a house.
•

“Down Payment: Investor Equity in an LBO

•

Mortgage: Debt in an LBO

•

Mortgage Interest Payments: Debt Interest in an LBO

•

Mortgage Repayments: Debt Principal Repayments in an LBO

•

Selling the House: Selling the Company / Taking It Public in an LBO”

Leveraged buyouts were first popularized in the 1980’s by people such as Henry Kravis,
George Roberts, and Jerome Kohlberg at the private equity firm KKR. They were aided by
people such as Michael Milken, who invented a way of financing such transactions known as
high yield bonds. However, it wasn't until the early 2000’s that LBOs started to see the main
stage and garner real attention from institutional investors. However, when the financial crisis hit
in 2008 it caused a lot of well known - large buyouts to go up in flames. Although, something to
keep in mind is that when something like the 2008 financial crisis occurs, due to the distressed
nature that many companies find themselves in, it can create massive opportunities for private
equity companies to target these distressed companies for a hostile takeover.
3.2: LBO Model Walkthrough
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Before I get into the details of the leveraged buyout model for Yahoo, I think it is best if I
go ahead and describe the general layout of the model. I have formatted this model to where it is
mostly all on one tab, but I have grouped the various parts of the model and labeled them with
headers, so that the reader can easily shift through the sections. I begin, as usual, with my
assumptions section of the model. In this section I have laid out the general inputs for the model.
Such as the current share price at the proposed transaction date, which I have kept consistent
with the LBO transaction date for consistency, as well as various other general inputs. I have also
created an operating scenarios section in the assumptions tab. This section contains a base case,
an upside case, and a downside case for the scenario. I have also included a purchase price
calculation section, as well as a financing section that contains various assumptions related to the
financing of the transaction and principal repayment over the life of the deal. Next, I have
included a sources and uses of cash section and a goodwill and purchase price allocation section,
both of which are of a consistent structure to the ones used in the merger model.
Below the assumptions section, I have created a credit metrics section so that I can easily
and efficiently evaluate the use of leverage in the transaction. Next, I have of course included the
forecasted financial statements which I have dynamically linked to various parts of the model.
After that I have logically placed the supporting schedules that are needed to drive the forecasted
financial statements. Following that, I have created debt and interest schedules for the model.
This section includes the necessary calculations for the various forms of debt used to finance the
transaction such as required and discretionary debt repayment calculations. Beneath that I have
the closing balance sheet section, where I have taken the pre-transaction balance sheet and made
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all of the necessary adjustments for things like cash consideration, debt and equity financing, the
replacement of equity capital, etc.. Next, I have designed a discounted cash flow analysis to
examine the NPVs and IRRs achieved through the transaction. I have also included various
sensitivity analyses in this section as well to study the effects of modifying key inputs in the
transaction on the key outputs. Lastly, I have included a charts and graphs tab in the model to
present the key information in an easily absorbable format.
I would also like to give a quick overview of the various forms of financing that are used
in a leveraged buyout. The typical forms of debt used in an LBO transaction are Senior Debt,
which is generally structured into three tranches of debt: the revolver, term loan A, and term loan
B. Senior Debt generally represents between 45-60% of total financing and also typically
represents 3.0-4.0x leverage of historic EBITDA . The majority of the time, Senior Debt is
secured using collateral, meaning that the lenders have a claim on the borrower’s assets. Senior
Debt is called senior debt for a reason, it is the senior form of financing in the transaction. That
means that senior debt lenders will always be paid out first in any kind of liquidation or
bankruptcy scenario that might take place. Another form of debt that is commonly used in LBO
transactions is subordinated debt, also known as mezzanine debt. Subordinated Debt typically
makes up anywhere from 15-25% of the financing of an LBO transaction, and it typically
represents 1.0-3.0x leverage of historic EBITDA. Subordinated Debt is usually repaid in a
balloon payment at the end of the period. Lastly, you have the actual Private Equity that the
Private Equity firm contributes. This equity ranks at the bottom of in terms of priority, meaning
that the equity contributors will get paid last in any sort of liquidation scenario that might occur.
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The sponsor's equity contribution typically makes up around 20-35% of total financing for an
LBO transaction.
3.3: Assumptions
The first thing that I do on my assumption’s tab is complete my general inputs section.
This section contains all the basic information related to the transaction such as the target
company’s name, current share price, the transaction close date, the reporting units, etc.. This
section also includes the Adjusted Historical EBITDA that I will use to drive the transaction
financing forecast later in the model, as well as the cash and debt numbers from the target
company’s balance sheet. In this section I also make the estimations for restructuring charges,
which I calculated as 1% of the total deal value. I based this calculation on research developed
by Ernst & Young Global M&A Integration Leader, Brain Salsberg. The research he produced
found that

“Deals valued above US$10b incur, on average, lower integration costs than deals valued below
US$10b, measured as a percentage of deal value. In the deal value range of US$5b to US$10b,
the integration costs ranged from 1% to 5% of the deal value.”

Based on this research I was able to make a reasonable estimate of the restructuring charges that
would be incurred in this transaction based as the lowest percentile of the given range, because
the total deal value is over $10 billion. Next, I moved on to calculating the minimum cash
balance for the transaction. In trying to determine the best way to estimate the minimum cash
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balance for this transaction I found that minimum cash balances can be best described simply as
“extremely arbitrary” numbers. After extensive research, scouring the internet for many hours
and reading dozens of scholarly articles and case studies, found using Google Scholar and
various other academic search engines, I have realized that there is simply no one best way to
estimate the minimum cash balance. I have found that this number is generally given to analyst’s
teams from a company’s management team, as they are the only ones with access to the
proprietary information necessary to accurately calculate it. So, I have opted to estimate the
minimum cash balance based on a method laid out by Macabacus.

“Minimum cash balances might range anywhere from 2% to 10% of sales. Company
management will have a pretty good idea of what figure to use, as might more senior investment
bankers. In any case, don't lose any sleep over this number.”

I decided to use the top decile of percentages, 9%, as Yahoo tends to keep a very large cash
balance on hand. After that, I hard coded in Yahoo’s applicable tax rate corresponding to the
transaction date, as well as Yahoo’s fully diluted shares outstanding.
Now that the general inputs section has been completed, it is time to create the operating
scenarios section of the assumption tab. Due to the nature of this leveraged buyout analysis, I
have created three different operating scenarios. One is a base case scenario, which is just my
best estimation of the operating assumptions. Second is the upside case, this case represents my
estimation of a best case scenario for Yahoo post transaction. I begin by creating a general layout
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of the base case financial statement forecasting assumptions. In this upside case scenario, I have
estimated that revenue will grow significantly faster than in the base case scenario. I have also
decreased the percentages for revenue and administrative expenses, as well lowered receivable
days. I adapted these assumptions because I have concurred that in an upside case scenario the
acquiring private equity firm would aid Yahoo in significantly cutting costs to boost margins.
After I complete my upside case, I begin work on my downside case. The downside case is
essentially the opposite of the upside case scenario. In the downside case, I have set my revenue
assumptions to decline to the point where there is zero revenue growth by the end of the forecast
period. I have also increased the assumptions for cost of revenue, receivable days, and inventory
days. I concur that in a downside scenario, the private equity firm that is acquiring Yahoo, as is
so often the case, does not truly understand the operational aspects of the company, just the
financial aspects. Due to this, the private equity firm affects the operations of the company
negatively. Now that I have built out my three different operating scenarios for the model, I add
in a live scenario section under them.
Now that I have my operating scenarios laid out, I can begin to make this section more
dynamic. The first thing I need to do is create a row for the cases and link up each case heading
to this row. Next, I designate a cell to be the live case scenario toggle, this cell will allow me to
easily toggle between the three cases. To accomplish this, I utilize the data validation tool of
excel by selecting my designated cell, then going to data validation, selecting the allow list
option, and making the source for the options on the list to be the three headings I have linked to
the row for the cases. I have now created the ability to easily select which case to run through the
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model. Now, I need to create a formula that will determine which case it is. To do this I utilize
the =match() function of excel by first selecting the live case toggle as the lookup value, then
selecting the three case headers as the lookup array. Lastly, I put zero for the match type in the
excel formula, because I need an exact match.
After the completion of the live scenario toggle and the =match() formula, I am able use
the =choose() function in excel to reference the =match() formula which tells it which option to
choose from, then I add in the options to =choose() formula to populate the live case. For
example, I would enter the =choose() in the 2008 revenue growth assumption cell on the live
case, then select the =match() formula I created up above, and then select the 2008 revenue
growth assumption from the base case, then select the 2008 revenue growth assumption from the
upside case, then select the 2008 revenue growth assumption from the downside case and hit
enter. Now I can copy and paste this cell as a formula to all of the other live case scenario cells to
populate them. Now the live case scenario will populate with whichever scenario I choose to run
through the model.
Once I have completed the operating scenarios section of the model, I begin building the
Purchase Price section of the assumptions tab. The first thing that I need to do in this section is
make assumptions for my EV/EBITDA entry multiple and my EV/EBITDA exit multiple. I have
been able to estimate these assumptions based on historical data from my comparable company’s
analysis. In leveraged buyout models it is common practice to assume a stable multiple, so I used
the median EV/EBITDA multiple for both my entry and exit multiple. Subsequently, I can
calculate the enterprise value by taking the product of the entry multiple and the EBITDA
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number from the general inputs section. Next, I link the debt value from the general inputs
section, as well as the cash value from the general inputs section. I subtract the debt from and
add the cash to the enterprise value to arrive at the equity offer value. After that, the per share
offer price is easily calculated by dividing the equity offer price by the number of fully diluted
shares outstanding. To add some more dynamic quality to this section I can show the percentage
premium or discount that the offer price is to the current share price by dividing the offer price
by the current share price and subtracting one. To finish up the purchase price section, I again
use data validation to create a toggle for a direct purchase price override. For my direct purchase
price, I have chosen a slight premium to the calculated purchase price by choosing $30.00. After
I have created a toggle to shift back and forth between these two options. I then must create two
=IF() statements. The first one being for the Enterprise Value calculation saying that if the
override switch is off then calculate enterprise value using the EV/EBITDA multiple, but if it is
on then calculate EV by taking the equity offer value, subtracting cash, and adding the debt
balance from the general inputs sections. Then I need an =IF() statement for the Equity Offer
Value saying that if the override switch is off then sum then subtract debt and add cash to get to
the Equity Offer Value, but if it is on then multiple the override purchase price per share value
by the shares outstanding to get the Equity Offer Value.
After I have completed the purchase price section of the assumptions tab, I can move on
to work on the financing section. The financing section begins with making an assumption for
the multiple of EBITDA to be leveraged by for each debt tranche. I have based my calculations
on historical data from Mckinsey and Co. detailing that the two-year trailing average
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Debt/EBITDA 6.1x in 2007. Senior Debt typically makes up the majority of debt in the capital
structure, whereas the value of subordinated debt is usually about 30-40% of the total value of
Senior Debt. In this part of the model I had to make a decision whether I should base my total
leverage on the average amount of total deal financing that is made up by each debt tranche or
base the amount of the deal that is much of each debt tranche on the average amount of total
leverage used in transactions. I opted to target the average total leverage used in Private Equity
transactions, because a company should never be overleveraged. A company that is levered too
highly will be more likely to go bankrupt in the event of a market downturn or poor performance,
and the company must be able to constantly maintain high cash flows to make interest payments
on the debt.
Next, I need to estimate the percentage of fees associated with the various tranches of
debt. I was able to find a great resource that allowed me to properly estimate the total debt
financing fees as 3.81% of total capital, which I calculated as 0.95% for each debt tranche. I also
added a 0.5% equity financing fee. This resource also allowed me to properly calculate the
coupon rates for each debt tranche by examining 1006 debt tranches of 238 global LBO deals
between 1997 and 2008 and taking the historical basis point spread over the base rate LIBOR for
each form of debt. Next, I make assumptions for my sweep, which is the percentage of excess
cash flow that can be used to pay down debt early on. I split this between my two largest forms
of debt. Finally, I build out my mandatory principal repayment schedule. For the line of credit
there are no required principal repayments, so I have left these percentages at zero. For term loan
A I have made the assumption that it is to be paid back 10% a year over the first four years and
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then a balloon payment in year 5 of 60%. I have made the same assumption for Term Loan B,
except that it gets paid of a year later due to it being junior to Term Loan A. Lastly, I have listed
the assumptions for the subordinated debt, subordinated debt typically has no amortization and is
paid off with a large payment at the end of the period.
The next step is to build out the sources and uses of the cash section of the model. This is
great way to sort of check the model and make sure that everything is making sense and going
where it needs to go. I begin this section by creating my Uses of Cash table and making a line
item for cash consideration. I then calculate cash consideration as the equity offer value that I
calculated in the purchase price section. Next, I need to take into account the replacement of the
Target Debt in the transaction, so I link in the Target’s Debt from the general inputs section.
Subsequently, I link the debt and equity financing fees from the financing section, as well as
other closing costs. Then, I sum all of this up to arrive at the Total Uses of Cash.
Now that I have calculated my Total Uses of Cash in the transaction, I can actually go
back up my financing section and back into the sponsor equity value for financing by taking the
total uses of cash number and subtract the sum of the debt tranche values and cash.
Next, I can go ahead and create my Total Sources of Cash section. I can calculate the
amount of cash that the target company has on it’s balance sheet by taking the cash from the
general inputs section and subtracting the minimum cash balance, because the cash balance
cannot be dropped below that minimum number. Now, I link in my other sources of financing
from the financing section to Sources of Cash section along with their respective dollar values.
Lastly, I can link in the cash balance from the Sources of Cash section to the financing section to
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complete the assumptions, with the exception of the goodwill schedule which I complete later on
in the process.
3.4: LBO Financial Statement Forecasting & Closing Balance Sheet Calculations
Now that I have completed the very extensive process of creating a well-reasoned and
data backed assumptions tab for this leveraged buyout model, it is time to start working on the
financial statement forecasting. The first step is the same as it has been for all of the other
models in this project, I have to enter the historical financial data that I will then use to drive the
financial statement forecast. At this point, I also go ahead and complete the setup of the
supporting schedule for the financial statements. And as always, I make sure to dynamically link
all the financial statements together for easy revision and adaptation in the future.
After I have built the sections and entered the data for my historical financial statements
and supporting schedules, I can then return to my assumptions tab to complete the Goodwill
section of the model. As I have previously described in my merger model analysis section, I do
not have the necessary details and proprietary knowledge of the company to properly calculate
the fair market value adjustments to the net book value. So, I simply calculate the Net
Identifiable Assets as the product of the identifiable assets on the balance as of the transaction
date including any identifiable intangible assets. Then I begin building the purchase price
allocation calculation by linking in the cash consideration number from the uses of cash section
as the total purchase price, and subtracting the net book value of assets to arrive at the excess
purchase price figure. Next, I link in the goodwill from Yahoo’s balance sheet and subtract it
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from the excess purchase price, because existing goodwill is written off in an acquisition, and
arrive at the value of goodwill.
Now I can begin work on my closing balance for this transaction. The process of
calculating the pro forma balance sheet here in the LBO model is fairly similar to the pro forma
balance sheet that I previously built in the merger model. To start off I simply need to create
another balance sheet and link in the balance sheet data from the latest period for each line item.
Subsequently, I need to make adjustments to this balance sheet for the purchase, debt and equity
financing, financing fees, and the refinancing of the target debt in the transaction. To begin I take
the cash consideration figure from the uses of cash section and link it in to the cash line item in
the transaction adjustments column, flipping the sign to represent the outflow of cash. Next, I
link in the goodwill number to the goodwill line item in the same column. After that I have to
link over the common stock and additional paid in capital as well as the retained earnings
flipping the signs on each to represent equity capital and retained earnings being erased in the
transaction. Then I can move along to the debt and equity financing adjustments column. The
first adjustment I need to make is adding in the sum of the proceeds of the financing to the cash
line item, so I calculate this as the sum of the numbers for the line of credit, TL1, TL2, sub. debt,
and sponsor equity from the sources of cash section. Subsequently, I need to offset this by
linking in the line of credit to the short term debt line item, and linking in the sum of all of the
other tranches of debt to the long term debt line item. Lastly, I link in the sponsor’s contributed
equity number to the common stock and additional paid in capital line item to account for the
new equity. Next, I can move on to the financing fees adjustment column and subtract the
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product of the debt and equity fees along with other closing costs from the cash balance. These
fees will be expensed which will reduce the cash balance and subsequently reduce the retained
earnings balance, so I link in that same number to be subtracted from the retained earnings
balance. Lastly, I make the adjustment for the refinancing of the target company’s debt in the
acquisition by subtracting the number from both the debt line items and the cash balance. Then I
sum the total adjustments made to each line item and the products to the original values to get the
pro forma balance sheet.
When it comes to forecasting the financial statements for the leveraged buyout model, the
process is pretty much the exact same as on the other models, but it does have a few differences
to account for. First, when forecasting these financial statements, it is important to remember to
use the set of assumptions in the live case scenario to make the calculations, so that when I
change the case scenario the model automatically updates. Also, when forecasting the income
statement, it is important to remember to add in a line item specifically for interest expense. I
have not yet built the interest and debt schedules, but I can go ahead and link this line item to the
total interest expense calculation, so when I complete the calculations the income statement will
automatically populate. The rest of the income statement forecast calculations can be completed
in the same manner as I have previously discussed.
As for the balance sheet, all of the line items are forecasted in the same manner as I
previously discussed, except for the goodwill line item which I link in from the pro forma
balance sheet and straight line forecast for the projection period. Another difference is that I need
to add in a short term debt line item to properly account for the new line of credit, and I need to
60

link this line item to the closing line of credit balance in the debt and interest schedules. I also
have to add in a long-term debt line item to account for the new long-term debt, and I can go
ahead and link this line item to the closing long term debt line item on the debt and interest
schedule. Additionally, to calculate the common stock and additional paid in capital for the
forecasted 2008 period, I take the common stock and additional paid in capital number from the
closing balance sheet, and then I add in the stock based compensation for the period. In
subsequent periods common stock and additional paid in capital will be calculated as the
previous balance plus the stock based compensation from the respective period. Other than that
all of the balance sheet forecasting methods are consistent with previous analyses.
Now I will go ahead and complete the supporting schedules for the financial statements.
Everything is done the same way as previously detailed with a few exceptions in the 2008
period. The first exception is that for the beginning retained earnings balance for the 2008
forecast period PP&E from the closing balance sheet must be linked in instead of the previous
year’s closing balance. The following PP&E schedules are forecasted the same as previously
detailed. Next, the beginning retained earnings balance for the 2008 forecast period is linked in
from the closing balance sheet instead of from the previous period’s closing balance, but again,
all of the following forecast periods for Retained Earnings are forecasted the same way as
previously detailed. The working capital schedule is also consistent with the forecasting method
previously used.
Since I have completed all of the other financial statements, I can now easily forecast my
cash flows statement. Cash flow from operations is calculated using the same method as I have
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previously described for it. However, I need to add a couple of line items to cash flow from
financing to account for the issuance and repayment of debt taken on in the transaction. I
calculate the issuance and repurchase of equity the same way as I have previously detailed in the
other model. Then I link the issuance of debt line item to the line of credit additions in the debt
and interest schedule, and I calculate the repayments of debt by taking the sum of the repayments
line item from the line of credit and the required and dictionary repayment totals for long term
debt, and I flip the sign to represent a cash outflow. Everything else on the cash flow statement is
forecasted using the method as I have previously detailed, except for the beginning cash balance
for the 2008 period which I have to take from the closing balance sheet.

3.5: Debt and Interest Schedules
The debt and interest schedules are one of the most vital parts of any leveraged buyout
analysis. These schedules allow analysts to determine a company’s capacity to make interest
payments and for debt paydown. The first thing I do is create sections for each of the tranches of
debt as well as create an additional section for totaling the long term debt. Logically, I begin by
making the line of credit calculations. I can link the 2007 historical period closing balance to the
line of credit figure in the financing section of the model, then I can calculate the beginning 2008
balance as the closing balance of 2007. I can also calculate the closing 2008 balance as the
opening balance plus any additions, less any repayments. I can fill these formulas right to the end
of the forecast period as the formulas are held constant. The par of this that is very difficult in
creating these schedules is the calculation of the additions and repayments per period. I have
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been able to manufacture an excel formula that can calculate the additions. The way that it
functions is by saying if the cash from operations, plus cash flow from investing, plus cash flow
from financing not including from the line of credit, plus the opening cash balance of the period,
is either less than or equal to the minimum cash balance, then the model will draw on the
revolver the amount of cash needed. If the number is greater than minimum cash balance then
the formula will not draw on the revolver. Next, I needed a way to quickly calculate the
repayments in the schedule, and I was able to find a formula to do so. This is yet another =IF()
formula, it stipulates that if the cash available before revolver pay down is greater than zero, and
if the opening balance is greater than zero, meaning if the balance is not greater than zero
obviously there is nothing that needs to be repaid, so since there are two balances to consider to
be potentially paid down there must be a decision made as to which one to pay down. The
formula chooses to take the minimum of the two balances, and if the balances are both zero then
the formula will then return a zero because there is nothing to be repaid. Then there has to be a
calculation for the interest expense on the line of credit, so I take the average of the current and
previous balance and multiply it by the coupon rate on the debt tranche. I can now fill all of these
formulas to the end of the forecast period using CTRL+R and the line of credit section is
complete.
Before I can complete the remaining debt schedules, I first have to determine the amount
of cash that is available for discretionary repayments. To do this I take cash flow from
operations, subtract cash flow from investing activities, then I need to also subtract the level of
mandatory debt repayments for the period, but I have not yet calculated this number, so I can just
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link it to the line item where it will be later. After subtracting the mandatory debt repayments, I
arrive at the total cash generated in the period. Then, I take the opening cash balance, plus the
cash generated in the period, and subtract the minimum cash balance to arrive at the amount of
cash that is available before the revolver is paid down. Subsequently, the revolver repayments
that were previously calculated in the line of credit section are subtracted to arrive at the total
amount of available cash after the revolver is paid down. I can then fill all of the formulas in this
section to the end of the forecast period as the formulas are held constant.
Now that I have calculated the cash that will be available for discretionary debt
repayments for each period, I can move on to completing the rest of the debt schedules.
Logically, I will do TL1 next, as I have already done the line of credit schedule. I begin by
linking in the total value of the loan from the financing section of the model to the last historical
closing balance. Then as always the next period's opening balance is the closing balance of the
previous period, and the closing balance of the period is the opening balance minus any
discretionary and mandatory repayments. To calculate the required repayments for the period, I
can use the =min() to make it where the formula chooses the lesser amount between the product
of the original principal amount multiplied by the percentage of the loan to be repaid in that
period and the remaining amount in the opening balance. Next, the amount of discretionary
repayment for each period must be calculated, I can accomplish this by using a double =IF()
function along with a =min() function. The idea is that if the cash that is still available after the
revolver payment is greater than zero, and if the opening balance of term loan one minus the
required repayment amount is greater than zero, meaning there is cash leftover for discretionary
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repayment, it should pay the lesser of the amount of cash available after the revolver is paid
down multiplied by the sweep assumption and the amount that is left over after subtracting the
required repayments from the opening balance. But, if either one of the conditions is not met the
formula should give a value of zero, because there is no cash available for discretionary
repayments. Lastly, I can estimate the interest expense for each period by taking the average of
the current and previous period and multiplying by the coupon rate for the respective debt
tranche. I can fill these formulas to the end of the projection period using CTRL+R as the
formulas are held constant for the remaining periods.
For term loan two I follow the same process as I did for the term loan one calculations.
So therefore, and because I have properly anchored my formulas in various locations, I can copy
and paste term loan one formulas into the term loan two section. I do need to change a few
references, such as the sweep and 2007 closing balance both have to be moved down one cell,
and I also have to move the sweep anchor in the discretionary repayment formula down to the
TL2 sweep assumption. Likewise, the required repayments formula is also referring to the TL1
opening balance, so I must correct it to refer to the TL2 opening balance, and I have to correct it
to refer to the TL2 mandatory principal repayment assumption for the given period. Lastly, the
interest expense formula needs to be corrected to refer to the coupon rate for TL2.
Then I can copy and paste the TL2 section and paste the formulas into the subordinated
debt section. I can then follow the same steps I took in the TL2 section of the model to correct
the various formulas and make them link to the proper cells.
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In conclusion of the debt and interest section of the leveraged buyout model, I will make
the necessary calculations for long term debt. This is very straightforward as all I do it sum up
the values for each line item in each respective period for term loan one, term loan two, and the
subordinated debt. The line of credit values remains independent of this calculation as it is
classified as short term debt not long term debt.
3.6: Leverage Metrics
In this section of the model, I will calculate a variety of different metrics to help better
assess the validity of the transaction from a leverage perspective. To begin creating this section
of the model I link in the short term and long term debt values from the closing balances on the
debt schedules and sum them to calculate the total debt for each period. Next, I subtract cash for
each period to derive the net debt values. Then I sum the interest expense and principal
repayments to get the total debt service number for each period. After that I calculate the
respective EBIT, EBITDA, EBITDA - CAPEX, and Fixed Charges.
At this point I begin calculating the metrics beginning with the Total Debt/EBITDA
multiple. This metric allows analysts to better gauge a company’s ability to cover its obligations
using the actual money the company is bringing in. A lower Debt/EBITDA ratio is considered a
good indicator that the company is in a strong position to cover any obligations that it has. A
Debt/EBITDA ratio <3x is generally considered to be good.
Next, I have calculated EBIT/Interest, also known as the interest coverage ratio. This
metric examines a company’s ability to make its required interest payments. An interest coverage
ratio 3x and higher is considered to be good. In this scenario, Yahoo has the ability to cover it’s
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required payments several times over, so it is considered that they would ever not be able to
make its required payments.
I have also calculated the debt service coverage ratio, which is a very popular metric used
by financial institutions. This ratio examines a company’s ability to meet its annual interest and
debt obligations using its operating income. If a company has a debt service coverage ratio of 1x
or above that is a good indicator that the company will still be able to meet its debt and interest
requirements even if the company’s profitability declines slightly

3.7: Discounted Cash Flow and Internal Rate of Return Analysis
In this section of the model, I complete a discounted cash flow analysis and examine the
IRR’s of this transaction. The general layout of the DCF model is the same as I have laid it out in
the previous models, I begin by setting the transaction date as the entry point and then forecast
teh dates to the end of the projection period, plus an exit date, which I assume as the last day of
the projection period. I then calculate the unlevered free cash flow for each period by EBIT
multiplied by (1 - Tax Rate), then I add back depreciation and amortization and subtract CAPEX
and the change in working capital to arrive at the unlevered free cash flow for the period. Then I
can calculate the levered values to be used in the DCF and IRR calculations by taking the
unlevered free cash flows that I have calculated and multiplying them by the fraction of a year
that each respective period is. Then the entry value for the DCF calculation is zero and the exit
value is determined by calculating the terminal enterprise value. To calculate this value I have
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taken the median EV/EBITDA multiple from my comparable companies analysis and applied it
to the terminal year EBITDA to arrive at the value. Then I must calculate the entry IRR value
which is equal to the unlevered value of the business which I have previously calculated in the
general inputs section of the model, so I can just link that in. And, the rest of the values for each
period are the same for IRR, including terminal value in the exit year. At this point, I can go
ahead and calculate the Net Present Value of the DCF enterprise value by using the =XNPV()
function, selecting Yahoo’s WACC, and then selecting the DCF values and the corresponding
dates. I can also calculate the unlevered IRR for the transaction by using the =XIRR() function,
selecting the IRR values and then selecting the corresponding dates.
Now I will lever free cash flows of the transaction by taking the cash flow from
operations, subtracting CAPEX, and subtracting the debt repayment for each period. Then I
calculate the DCF values for each period by multiplying the levered FCF by the fraction of a
year the period is. The entry value is zero, and the exit value is the terminal equity value, which I
have calculated by taking the terminal enterprise value, adding back cash, and subtracting debt
from the terminal period. For the IRR values, they are all the same as the DCF values except for
the entry value which for IRR is simply the amount of sponsor equity that was used to originally
finance the transaction, so I can link that in from the financing section. Using the DCF values I
can calculate the Equity Value NPV using the =XNPV() function and using cost of equity as my
discount rate this time, and I can calculate the levered IRR by using the =XIRR() function.
Next, I will examine IRR on a per investor basis. I begin by listing my various forms of
financing starting with line of credit and going down to sponsor equity. The idea behind the IRR
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for debt investors is intuitively pretty similar to that of equity investors. They also start with an
initial cash outflow, which is the amount of financing contributed from each source. Then they
have their streams of cash inflows which come from a few different sources each period, one
being the interest payments that they receive, along with any required repayments, as well as any
discretionary payments that were made in the period. I can link those values in from the debt and
interest schedules for TL1, TL2, and subordinated debt. I have already calculated the sponsor
IRR, but I can still bring it down for side by side comparison of the IRR’s and cash flows. To
calculate the IRR’s I again use the =XIRR() function and select the values and the corresponding
dates. From this IRR analysis it is easy to see that the investors who took on the biggest risk, also
had the largest return. Another metric that is frequently used by private equity professionals is
cash-on-cash return. Cash on cash return is a multiple of how many times the initial cash
investment was returned to the investor over the course of the transaction period. Cash on Cash
return in leveraged buyouts averages between 2-5x cash-on-cash. (Appendix: A-6)
In the final section of this leveraged buyout model, I have created four sensitivity
analyses that sensitize various key inputs of the model to various key outputs. In my first
sensitivity analysis I have created a range of Entry and Exit EV/EBITDA multiples and created a
data table to demonstrate how the sponsor's IRR changes in response to changes in the Entry/Exit
multiples. In the second sensitivity analysis I have used the same range of EV/EBITDA Entry
and Exit multiples to see how sensitive the sponsor’s cash-on-cash return is to changes in the
Entry/Exit Multiples in the model. In the bottom two tables I have used a range of Debt/EBITDA
multiples for term loan 1 and term loan 2. The first table exhibits the sensitivity of Sponsor IRR
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to the changes in leverage. The second table exhibits the sensitivity of Sponsor Cash-on-Cash to
the same changes in leverage.
These sensitivity tables make it easy to see that alteration of the Entry and Exit Multiples
used in the model can have a major impact on the outcomes of the transaction. Whereas changes
in the leverage still have an impact, but overall changing the leverage assumptions does not
greatly affect the outcome of the model. This is likely due to the fact that Yahoo has a very weak
EBITDA in comparison to the total value, which does not allow the company to be able to take
on much debt without becoming massively overleveraged. (Appendix: A-7)
3.8: LBO Conclusions
In conclusion, when it comes to making a decision about whether or not a private equity
firm should conduct a leveraged buyout of a target company, there are many characteristics to
consider. Some of the main methods used that are often used to determine whether leveraged
buyout should be performed on a target company are Internal Rate of Return, Sponsor Cash-onCash return, as well as general economic, industry, and company specific risks and conditions.
The time period that I am evaluating this potential leveraged buyout was one of great economic
uncertainty, as well as financial stress for many companies and industries. One of the industries
most affected by the 2008 financial crisis was the banking sector. Due to this distress, many
companies found it hard to access additional funds to stay afloat due to the general lack of
liquidity in the market. However, as the name suggests, private equity firms are privately held
investments, so they should have less correlation with the general market. This would
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theoretically allow private equity firms to better withstand market downturns and recessions and
experience greater returns during economic crises.
Another important aspect that must be considered is that due to the distressed nature of
the banking system in 2008, the U.S. experienced what is known as a credit crunch. This means
that generally speaking it, it was much harder for companies to access lines of credit from banks
and other lenders. Naturally, one would think that this would cause a major problem for financial
institutions such as private equity firms that regularly use debt financing as a way to increase
their return on equity through the conducting leveraged buyouts. However, due to this nature of
frequently employing debt, private equity firms have been able to create a niche space for
themselves where they have a much better ability to access debt than other companies. This fact
is illustrated in previous literature (Ivashina and Kovner, 2011), where it is shown that LBO
firms are able to regularly negotiate much better loan terms than other companies. The basis for
this argument is that since LBO firms interact with banks who provide this debt capital so
frequently, the banks are able to learn a great deal about the private equity firm’s due diligence
and investment processes and provide them with better terms on their loans. Another major point
is that these private equity firms are a major source of revenue for these debt capital providers, as
the amount of debt and the frequency of borrowing for these firms is much higher than other
companies.
Furthermore, as evidenced in V. Ivashina, D. Scharfstein (2009), the total loan issuance
for the financing of LBO/M&A in Q1 2008 was $109.38 billion, up from $68.35 billion in Q1
2005, an increase of 166.59% from just three years earlier. Although total loan issuance for the
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financing of LBO/M&A would fall back down to $65 billion for Q4 2008, I have assumed an
acquisition date of 2/1/2008 in this study. So, even though total U.S loan activity would
ultimately digress, it is very likely that a private equity firm would easily be able to secure debt
financing for an acquisition in February of 2008. So, now that it has been established that the
financing of this acquisition would be possible for a large private equity firm to secure, I must
move on to evaluating other factors. I have been able to assess these factors through the use of a
leveraged buyout model to determine the IRR and Cash-on-Cash return that a private equity firm
could achieve through this leveraged buyout. The typical target internal rate of return for large
cap private equity investors is 20-25%, and in my base case scenario, in my leveraged buyout
model, a private equity investor conducting a leveraged buyout of Yahoo would have achieved
an internal rate of return of 32.9%. The next metric that I evaluated through the use of my
leveraged buyout model was the private equity firms cash-on-cash return. This is a key metric in
private equity, as one of the main goals of private equity is to, through the use of leverage, use as
little cash as is reasonable to ultimately create the most equity in the investment as possible. The
cash-on-cash return, also known as multiple of money, measures the amount of equity that the
private equity firm takes out upon exiting the investment, relative to the amount that they
originally contributed. When considering the cash-on-cash return from this investment it is
important to consider the multiple in the context of it in comparison to the cash-on-cash return
achieved by comparable firms. In a study completed by University of Oxford, Said Business
School, it was determined that the big four PE firms, Apollo, Blackstone, Carlyle, and KKR,
have delivered estimated net MoMs of 1.83x from their funds invested in ‘06-’15. Through my
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leveraged buyout analysis, I was able to determine that a staggering 6.2x cash-on-cash return
could have been achieved over the life of the investment in my base case scenario for a leveraged
buyout of Yahoo.
In conclusion, a leveraged buyout of Yahoo could have achieved a compound annual rate of
return at a 21.4% premium over the hurdle rate in the base case scenario, and a cash-on-cash 3.4x
greater than those delivered by the big 4 private equity firms from ‘06-’15. So, it can be
reasonably deduced that a leveraged buyout of Yahoo, based on data backed leveraged buyout
assumptions for holding period, interest rates, employed leverage, and assuming the conservative
estimate of exiting at the same EV/EBITDA multiple entered at, would have been a reasonable
endeavor for a private equity firm to pursue.
Valuation Summary:
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Here I have included a final summary of the various valuation methodologies that I
conducted throughout the course of my thesis. It is important to understand how each of these
methodologies applies to a valuation of a company and why you get different values when using
each methodology.
The first two valuation methodologies I have listed here are the EV/EBITDA and
EV/Revenue valuations of Yahoo pre-LBO/pre-merger. These valuation ranges are based on the
median trading comparable multiples for Yahoo at the time of the transaction. One of the most
common valuation multiples used by financial analysts is the EV/EBITDA. Financial Analysts
tend to prefer EV/EBITDA because it acts as a simple proxy for a companies free cash flow. It
can also be very beneficial when trying to determine the value of a company independent of that
companies capital structure, as it does not include depreciation & amortization or interest
expenses. This means that it is not taking into account how much the company may have tied up
in capital expenditures, loans, and/or tax obligations.
The next two valuation methodologies that I employed in my analysis, and the main two,
were of course the merger model analysis and the leveraged buyout analysis. As can be
interpreted from the football field above, the merger model analysis consistently provided a
higher enterprise value than that of the leveraged buyout model. The reason for this is because
through the merger of Yahoo with Microsoft they are able to benefit from various synergistic
relationships that greatly improve the companies free cash flows through revenue enhancements
as well as cost and expense reductions. Again, as can be interpreted from the football field
above, the downside case scenario for Yahoo in this merger is that it simply does not increase it’s
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value over time. As for the leveraged buyout model, the valuation from this model is generally
lower than that of the merger model, as private equity firms generally do not benefit from
synergistic relationships with the companies that they acquire. So, the overall enterprise value of
Yahoo is increased significantly in both the base case scenario and the upside case scenario due
to the influx of cash from the private equity firm purchasing the company, as well as the new
leverage that the private equity firm has placed on the company. However, as can be seen, the
downside case scenario for the leveraged buyout model is drastically lower than that of the
company pre-LBO. This is because in my downside case scenario I have assumed that the
company’s revenue stopped growing and that expenses stayed the same or increased slightly due
to the private equity firm making the company’s operations less efficient instead of more
efficient, coupled with the added leverage placed on the company from the private equity firm,
Yahoo’s free cash flow would be decreased significantly.
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